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November 6, 2007

Mr. James Tilton, Secretary

Caiifornia Depariment of Corrections and Rehabilitation
P.O. Box 842883

Sacramento, CA 94283-0001

Dear br. Tiiton:

Final Audit Report: California Department of Corrections and Rehabilitation,
Consolidated Inmate Welfare Fund for the Fiscal Years Ended June 30, 2005 and 2005

Enclosed is the final audit report on the Consaolidated inmate Weifare Fund (Fund) for the fiscal
vears ended June 30, 2006 and June 30, 2005. The final report includes the Fund’s
Consclidated Balance Sheets; Consolidated Statements of Revenuss, Expenses, and Changes
in Fund Balance; and Supplemental Schedules of Revenues and Expenses by Institution.

The Fund’s financial statements were fairly presented. Because there were no audit findings or
issues requiring a response, we are issuing the report as final. in accordance with Finance’s
policy of increased transparency, this repori will be placed on our websita.

We appreciats the cocperation and assistance of California Departiment of Corrections and
Rehabilitation staff during our audit. if you have any guestions, please contact
Richard R. Sierra, Manager, or Osman Sanneh, Supervisor, at (816) 322-2985.

Sincerely,
Original signed by:

Janet |. Rosman, Assistant Chief
Cffice of State Audits and Evaluations

Enclosure

co: Mr. Stephen Kessier, Undersecretary, Program Support, California Department of

Corrections and Rehabilitation

Ms. Heidi Lackner, Direcior, Support Services, California Department of Corrections and
Rehabilitation

Mr. Richard Krupp, Assistant Secretary, Office of Audits and Compiiance, California
Department of Corrections and Rehabilitation

Ms. Kim Holi, External Audits Manager, California Department of Corrections and
Rehabilitation

Mr. Tim Gilpin, Associate Director, Accounting Services, California Department of
Corrections and Rehabilitation

Ms. Judy Parker, Manager, Inmate Accounting Branch, California Department of
Corrections and Rehabilitation

Mr. Tony Eileva, Chief, Program Fiscal Audits Branch, California Department of Corrections
and Rehabilitation
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REFACE

The Depariment of Finance, Office of State Audits and Evaluations, performad these audits as
required by California Penal Code Sections 5005 through 5007. The purpose of the audits was to
determine the fair presentation of the Consolidaied Balance Sheets and related Statements of
Revenuss, Expenses and Changss in Fund Balance of the Inmate Welfare Fund (Fund) for the
fiscal years ended June 30, 2006 and June 30, 2005.

The objectives of our audits were:

e To express an opinion on the Consolidated Balance Sheets and Statemenis of
Revenues, Expenses and Changes in Fund Balance based on our audits, which
were conducted in accordance with standards applicable fo financial audits
contained in Generally Accepted Government Audifing Standards, issued by the
Comptroliar General of the United States.

« To verify that the Consolidated Balance Sheets and Statements of Revenues,
Expenses and Changes in Fund Balance were prepared in conformity with the
accounting policies and procedures for the Fund as prescribed by the State of
California and the California Department of Corrections and Rehabilitation
{(Depariment), which comprise a comprehensive basis of accounting other than
Generally Accepied Accounting Principles.

This report is a public record. Requests for copies should be made o the Depariment.

STAFF:

Richard R. Sierra, CPA
Manager

Osman Sanneh, CPA
Supervisor

Beliz Chappuie, CPA
Renato Lim

Muang Saeteurn
Bianca Cornejo

Jake Liddicoat
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Mr. James Tilton, Secretary

California Department of Corrections and Rehabilitation
P.O. Box 942883

Sacramento, CA 84283-0001

We have audited the accompanying consolidated Balance Sheets (Statutory Basis) of the
inmate Welfare Fund {Fund) as of June 30, 2006 and 2005, and the related consolidated
Statements of Revenues, Expenses and Changes in Fund Balance (Statutory Basis) for the
years then ended. These financial statements are the responsibility of California Department of
Corrections and Rehabilitation {Depariment) and institution management, and present
information on the activities of the Fund taken as a whole. They are not iniended o be a
complete presentation of all the financial activities of the Department or of individual institutions.
Cur responsibility is to exprass an opinion on these financial statements based on cur audits.

Except as discussed in the following paragraph, we conducted our audits in accordance with
standards appiicable 1o financial audits contained in Generally Accepted Government Audiiing
Standards (GAGAS), issued by the Comptroller General of the United States. Those standards
require that we plan and perform the audits to obiain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a fest
basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also inciudes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe
that our audits provide a reasonable basis for our opinion.

In connection with our audits, thers are certain disclosuras required by GAGAS Statement

No. 3. Both the audited entity and the Department of Finance, of which the Office of Siate
Audits and Evaluations is a unif, are part of the Executive Branch, which GAGAS considers an
impairment to independence. Also, as required by various statutes within the California
Government Code, the Department of Finance’s other units are mandated to perform certain
management and accounting functions. These activities impair independence. Although the
Department of Finance is statutorily obligated to perform these specific activilies, we believe
that sufficient safeguards and divisions of responsibiiity exist that would enable the reader of
this report fo rely on the information contained herein.

As described in Note 2, these financial statements were prepared in conformity with the
accounting practices for the Fund as prescribed by the State of California and the Department,
which comprise a comprehensive basis of accounting other than Generally Accepted
Accounting Principles.




tn our opinion, the consolidated statutory basis financial siatements referred to in the first
naragraph present fairly, in all material respects, the financial position of the Fund as of

June 30, 20086 and 2005, and the resuits of its operations and changes in fund balance for the
years then ended, in conformity with the basis of accounting described in Note 2.

Cur audits were conducted for the purpose of forming an opinion on the financial statements of
the Fund taken as a whole. The supplemental information, as listed in the table of contents, is
presented for purposes of additional analysis and is not a required part of the financial
statements of the Fund. Such information has been subjected to the auditing procedures
applied in the audits of the financial statements of the Fund and, in our opinion, is fairty stated in
all material respects in relation to the financial statemenis of the Fund taken as a whole.

Compliance

As part of obtaining reasonable assurance about whether the financial staiements are free of
material misstatement, we performed tests of compliance with certain provisions of laws,
regulations, and contracts, noncompliance with which could have a direct and material effect on
the determination of financial statement amounts. However, providing an opinicn on
compliance with those provisions was not an objective of our audits, and accordingly, we do not
express such an opinion. The results of our tests disclosed no instances of noncompliance that
are requirad to be reported under GAGAS.

internal Control Over Financiat Reporting

in planning and performing our audits, we considered the Departiment's and institutions’ internal
control over financial reporting in order to determine our auditing procedures for the purpose of
expressing our opinion on the financial statements and not {0 provide assurance on the internal
control over financial reporting. QOur consideration of the internal control over financial reporting
would not necessarily disclose all matters in the internal control that might be material
weaknesses. A material weskness is a condition in which the design or operation of one or
more of the internal conirol components does nol reduce to a relatively low level the risk that
misstatements in amounis that would be material in relation to the financial statements being
audited may occur and not be detected within a timely period by employges in the normal
course of performing their assigned functions. We noted no matiers involving the internal
control over financial reporting and its operation that we consider {¢ be material weaknesses.

This report is intended solely for the information and use of Department and institution
management, and is not intended to be and should not be used by anyone other than these
specified parties. However, this report is a matter of public record, and its distribution is not
limited.

Original signed by:

Janet . Rosman, CPA

Assistant Chief, Office of State Audits and Evaluations
(816) 322-2985

May 2, 2007




California Department of Corrections and Rehabilitation
Inmate Welfare Fund
Consolidated Balance Sheeis—8tatutory Basis
As of June 34, 2006 and 2005

2008 28005
Assets
Cash $ 1,585,192 $ 1,057,768
Deposits in Surpius Money investment Fund 13,292,000 12,961,000
Accounis Receivable 43,933 48,218
Due From other Funds 1,134,907 1,492 657
Canteen Merchandise for Resale 3,965,322 3,817,880
Equipment 2,598,020 2,614,702
Prepaid ltems 20,587 _16.22%9
Total Assets $ 22,639,961 $.22.009,432
Liabilities and Fund Equity
iiabilities:
Accounis Payable $ 315,706 $ 1,101,101
Claims Filed 1,282 908 2,598 6857
Due to Other Funds 1,061,680 254,082
Advance Collections 531,789 532,821
Uncleared Collections 2511 3,284
Total Liabilities 3,194,604 4,490,955
Fund Equity:
Investment in Equipment 2,588,020 2,614,702
Fund Balances:
Reserved for Inventory at Cost 3,965,322 3,817,860
Reserved for Prepaid ltems 20,587 16,229
Unreserved/Undesignated 12,861,428 11.069,688
Total Fund Equily 19,445,357 17,518 477
Total Liabilities and Fund Equity $ 22,638,961 $ 22,009 432

The accompanying notes are an integral part of the financial statements.




California Department of Corrections and Rehabilitation

inmate Welfare Fund

Consolidated Statements of Revenues, Expenses and

Changes in Fund Balance-Statutory Basis

For the Fiscal Years Ended June 30, 2008 and 2005

Operating Activity
Net Canteen Sales
Less: Cost of Goods Sold
Gross Margin from Canleen Sales

l.ess: Personal Services
Supplies and Equipment
inmate Pay
Total Canteen Expenses
income from Canteen Sales

Photo Project Revenue
Less: Photo Project Supplies
Inmate Pay
income from Photo Project

Handicraft Revenue
Less: Handicraft Supplies and Expense
Inmate FPay
Income from Handicraft Project

Income from Operating Activity

The accompanying notes are an integral part of the financial statements.

2006

347,285,757
27,338,020
19,947,737

13,405,207
308,642
110.756

13.824,605

6,123,132

658,956
367,635
3.081

[ ORER—— Mo

298,243

39,820
8,475

4,363

26,982

6.448.357

2005
$48,684,902
28,626 975
20,057,927

12,887,984
650,452
125,416

13.703.852
6,354,075

600,483
325,158

4,661

270,874

37,530
10,141
6,188

e ssssonssin s s,

21,201

—— e diarmisereanmenn

6,645,950




Non-Operating Activity
Non-Operating Revenue:
Interest on Investments
Special Purchases Surcharge
Miscellaneous Non-Operating Revenue
Total Non-Operating Revenue

Non-Operating Expenses:
Administrative Expenses
Audit Expenses
Inmate Benefits:

Telephone-Visitor Hotline
Library
Awards
Other Goods
tMovie Rental
Enteriainment
Total Non-Operating Expenses
Loss from Non-Operating Activity

Cuyrent Year Met income
Frior Year Adjustment
Total Net Income
Fund Equity, July 1
Net (Deletions) Additions to Fixed Assets

* Fund Egquity, June 30

200

486,500
123,416
164,824
774,740

4,597,391
337,042

24,000
20,618
83,693
14,049
303,326
3.325

[P ROTOUT e B

5,363,445
(4,588,705)

1,859,652
83.910
1,943,562
17,518,477

(16.,682)

$19.445 357

200

247 456
170,700
129,855
548,011

5,245,279
316,355

21,87C
18,479
63,068
11,342
301,440
8.340
5,986,273

(5,438,262)

1,207,688
(13,391}
1,194,297

16,141,188

182,591

The accompanying notes are an integral part of the financial statemenis.
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Catifornia Department of Corrections and Rehabilitation
Inmate Welfare Fund
Notes {o Financial Statements—Statutory Basis
For the Fiscal Years Ended June 30, 2006 and 2005

1. BDefinition of the Reporting Entity

The inmate Welfare Fund {Fund), conirolied and operated by the California Department
of Corrections and Rehabilitation (Depariment), was created by Chapter 162, Statutes
of 1945. The Fund provides for the benefit and welfare of inmates through the operation
of inmate canteens in all correctional institutions. Benefits include the purchase of
publications, rental of movies, work opportunities, and funding for other inmate
programs. The Department Direcior/Secrefary administers the Fund through budgetary
appropriations and oversight of the Fund’s annual allocation to each of the correctional
institutions located statewide. The warden of each correctional institution administers
the institution’s Fund operations.

The Deparimeni mainizains separate accountabiiity for each institution’s Fund cperations.
The Department’'s Fund and Trust Accounting Section (Central Office), located in
Sacramento, administers the Fund as a whole, maintains centralized instituiion Fund
accounting records, and prepares the consolidated financial statements.

The Fund’s primary revenue aclivity is canteen sales ¢f food and non-foed items o
inmates. The California Penal Code Section 5005 authorizes the Department {o
establish and maintain prison canteens for the sale to inmates of toilet articles, candy,
tobacco products (prior to July 1, 20056}, notions, and other sundries. [t also states that,
“the sale prices of the arlicles offered for sale shall be fixed by the director at the
amountis that will, as far as possible, render each canteen self-supporting.”

These financial statements present information on the financial activities of the Fund with
a schedule of revenues and expenses by institution. They do not represent all of the
financial activities of the Department or individual institutions.

2. Summary of Significant Accounting Policies
A. Basis of Presentation
The accompanying financial statements present the financial position and resuits of
operations of the Fund for the years ended June 30, 2006 and 2005. These financiai

statements have been prepared in compliance with state laws and state accounting
procedures. In accordance with the State of California’s fund classification, the Fund




w

is classified as a Nongovernmental Trust and Agency Fund for financial reporting
puUrposes.

Basis of Accounting

The accounting method used for the Fund is in compliance with the California State
Adminisirative Manual, the California Government Code, and the California Penal
Code, which comprise a comprehensive basis of accounting other than Generally
Accepted Accounting Principles (GAAP),

Income

Canteen sales are recognized at the time of sale at the canteen. Money is collected
in advance from the inmates’ trust accounts and is recorded as a liability in the
Unredeemad Canteen Cards (Advance Collections) account until sales are made.
Photo Project sales are racognized at the fime photo tickeis are soid.

Expenses

During the fiscal year, expensed are recognized when claims io the State Controlier
are filed against the current year appropriation, or when funds are transferred io the
State Payroll Revolving Fund for the payment of salaries and wages. Valid expense
commitments including encumbrances are accrued as accounts payable at June 30.

Purchases of eqguipment are expended in the year of acquisition, and equipment
valued at $500 or over and with an estimated usefui life of 12 months or more is
capitalized and fully reserved on the balance sheel. Due to the relative immateriality
of the expense, the Department has elected not to depreciate the Fund’s equipment
or recognize the associated depreciation expense. This is a departure from GAAP,
which requires equipment 1o be expensed over its useful life by an appropriate form
of depreciation. The effects of this departure from GAAP could not be reasonably
determined.

Aflocaied Cosis

Fund expenses incurred in providing ceniralized accounting and administrative
services and certain inmate benefits are allocated (o each institution to more
accurately report the total costs for each institution’s Fund operations. The allocation
of the centralized accounting and administrative costs is based on each institution’s
proportional share of the total Fund’s cost of goods sold; and the allocation of
statewide inmate benefits is based on sach institution’s proportional share of the {otal
statewide average inmate population. The effect on the financial statements is to
increase each institution’s expensas and decrease each institution’s net income;
however, there is no effect on the consolidated Fund net income.

Frior Year Adjustmenis

The Prior Year Adjustments Account is used to record income and expense
adjustments made for a prior fiscal year. These adjustments usually reflect under-
accruals, over-accruals, and corrections of errors and estimates made at the prior
fiscal vear-end. Accruals and changes in estimates are not prior period adjustments
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under GAAP. For statutory reporting purposes, these adjustments are shown as a
separaie line item between “Current Year Net Income”™ and "Total Net incoms.”

Retiremernt Plan

Regular employees of the Depariment are members of the California Public
Employees’ Retirement System (CalPERS), which is a defined benefit, contributory
retirement plan. Retirement contributions by employess ars set by staluts as a
percentage of payroll {Tier | and Safety employees), or are zero (Tier Il employees).
Retirement contributions by the employer to CalPERS are actuarially determined
under g program where total confributions plus CalPERS investment earnings will
provide the necessary funds to pay retirement benefits when incurred. Each
institution’s employer contributions are included in the cost of personal services. For
further information, please refer to the annual single audit of the State of California,
and to the CalPERS Comprehensive Annual Financial Report.

Vacation and Sick Leave

Under the Statutory Basis of Accounting, the State does not record the costs of
vacation and sick leave at the time the benefits are accumulated. When leave is
used, the personal services account is charged. Under GAAP, the accumulation of
employeas’ vacation and sick leave credits is accounted as a liability to be charged
when the credits are used.

Budgstary Conirol

The Fund's annual budget is legally adopied through the Budget Act. While the
appropriations contained in the Budget Act are the primary sources of expenditure
authority, the budget can be amended throughout the year. Appropriations are
available for expenditure or encumbrance in the year appropriated. Encumbrances
not liguidated within two years from the end of the period when the appropriation is
made available lapse, and the unused appropriation is returned to the Fund.

Fund management is responsible for exercising budgetary controf and ensuring that
appropriations are not overspent. Actual expenses did not exceed appropriations in
fiscal years 2005-06 and 2004-05. However, as described in Note 2.0, prior year
expense accruals can differ from actual amounts paid in the current year The
differences are not material.

Canteen Merchandise at Cost

Canteen Merchandise ai Cost represents the value of canteen merchandise
inventory availabie for resale to inmates. Canteen merchandise is maintained under
a perpetual inventory system and is valued by the moving average cost method of
inventory valuation. Prompi-payment discounts, vendor rebates, and other
adjustments are posted to cost of sales. This differs from GAAP because under
GAAP, discounts are posted to inventory. The impact on the financial statements of
these postings to cost of sales is immaterial.




3. Opening of Kern Valley State Prison

On June 15, 2008, Kern Valley State Prison (KVSP) in Delanc was activated. Although
the institution incurred some canieen start up costs in fiscal year 2004-05, such as
equipment and employee salaries, canteen sales did not commence uniil fiscal year
2005-06. Accordingly, KVSP's accompanying schedule of revenues and expensas for
the year ended June 30, 2008, reflects the institution’s first fuli year of canteen
operations.

4. Deposits in Surplus Money investment Fund

investments consist of available non-inmate Fund moneys on deposit in the Surpius
Money Investment Fund (SMIF). The Fund pariicipates in the Staie of California’s
Pooled Money Investment Program, wheareby Fund cash on deposit in the State
Treasury determined to be in excess of the Fund’s immediate needs are transferred o
the SMIF for investment purposes. All earnings derived from investments of the SMIF
are apportioned to the contributing fund as provided in the Government Code.

3. Litigation—Investment of Inmate Trust Moneys

The California Penal Code Seclion 5008 states that the Director of the California
Denartment of Corrections and Rehabilitation (Director) may combine the funds of any
inmate with the funds of other inmates, for purposes of deposit or investment only. The
code section further requires the Direclor ic deposit interest or increment accruing o
such investmenits in the Fund. The Director suspended this praciice afier inmates filed a
1996 lawsuit alleging that by failing o pay interest on funds depaosited in their individual
inmate trust accounts, the Director violated the Fifth Amendment Taking Clause and
their equal protection righis.

in October 1998, the Director returned $6,100,000 of inmate trust funds held by the Fund
and invested in the Surplus Money Invesiment Fund to the respective accounts held at
individua! institutions. On March 22, 2000, the court granted a summary judgment that
the prisoners’ interest had not besn taken without just compensation.

In subsequent litigation, the California Attorney General briefed the Ninth Circuit court
that the U.8. Supreme Court had dismissed a similar case on the basis that failure {o
pay interest on funds held in trust {o the owner of the principal did not violate the

Fifth Amendment Taking Clause. The Atiorney General further argued that the cost of
operating the trust fund system and/or the cost of distribuling the interest {o the
individual accounts is more than the interest earned on the inmate trust funds.

in 2005 the parties setiled the case, with the Director agreeing io provide interest on
inmates’ accounts through a proposed new Restitution Accouniing and Canteen System
(RACS). The RACS is scheduled to be implemented at selected institutions on a trial
basis in Spring 2008, with full implementation at all institutions planned during fiscal year
2008-09.
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